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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: By notice dated February 17, 2000, respondent
determ ned deficiencies and section 6651(a)(1) additions to

petitioner’s Federal incone taxes as follows:

Sec. 6651(a)(1)

Year Defi ci ency Addi tion
1993 $269, 956 $63, 464
1994 502,174 24, 859

1995 482, 736 - -



Al'l section references are to the Internal Revenue Code in effect
for the years in issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure. The issues are whether
petitioner is entitled to section 162 deductions relating to
conpensati on paynents in excess of the anmpunts determ ned by
respondent and whether petitioner is liable for section
6651(a) (1) additions to tax.

FI NDI NGS OF FACT

Backgr ound

Petitioner was incorporated in 1982. It had its principal
pl ace of business in Florida when the petition was filed. From
1982 until 1992, Leonard A. Danron, Ill, and his sister, Sharon
Onen, owned 51 and 49 percent, respectively, of petitioner’s
stock. M. Danron and Ms. Owen’s husband, Ronal d, operated
petitioner, which recycled and sold used auto parts. |In 1984,
petitioner’s stock was worth approxi mately $200, 000. On August
12, 1992, Ms. Ownen sold her stock in petitioner and rel ated
corporations to M. Danmron for $250,000, and M. Owen entered
into an enpl oynent contract wth petitioner. On Cctober 31,
1995, petitioner declared and paid a $7,589 dividend to M.
Danron. |In 1998, M. Danron sold, for $12,500, 000, all of
petitioner’s stock to, and becane an enpl oyee of, LKQ Corporation
(LKQ, a national provider of recycled auto parts. Petitioner’s

gross receipts were as foll ows:



Year Anpbunt

1993 $9, 108, 625
1994 10, 552, 652
1995 11, 355, 749
1998 13, 000, 000

1. Oper ati ons

M . Danron upgraded petitioner’s business froma basic
sal vage yard to a nodern state-of-the-art showoom Under his
| eadershi p, petitioner purchased wecked cars frominsurance
conpani es and auctions, dismantled the cars, tested and cl eaned
the parts, indexed the parts in a conputer data base, and shel ved
the parts for sale. Thus, the parts could be sold to custoners
w t hout enpl oyees’ scavengi ng the sal vage yard.

From 1984 t hrough 1995, M. Danron typically worked 90 to
100 hours per week, did not go out for lunch, and took only three
vacations of a few days each. M. Danron attended the auctions,
purchased wrecked cars, priced all the parts, determ ned when to
crush dismantl| ed vehicles, arranged the sale of crushed hul ks,
negotiated with vendors, reviewed accounts receivabl e and
payabl e, and designed petitioner’s facility.

During the years in issue, petitioner had 40 to 60
enpl oyees. M. Danron interviewd, hired, evaluated, and
term nated the enpl oyees; trained and supervised the dismantlers;
and was responsi bl e for enpl oyee benefits, health plans, bonuses,
wor kers’ conpensation, insurance, enployee safety, and hazardous

wast e di sposal
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On Cctober 24, 1994, M. Danron and his wife entered into a
Marital Settlenment Agreenent which stated that petitioner’s stock
was worth $1,200,000. In 1995, M. Danron and his wife were
divorced as a result, in part, of his grueling work schedule. In
July 1996, M. Danron and his wife were remarri ed.

I[11. Conpensation

During 1985 through 1991, petitioner’s accountant formulated
conpensation for M. Danron and M. Ownen reflecting base salaries
and bonuses. M. Danron’s bonus was 10 percent of whol esal e
sales. Petitioner paid M. Danron only a portion of the
conpensation thus fornul ated, resulting in underpaynents of
$191, 251, $278,963, $359, 903, $430, 370, $437,280, $587,340, and
$364, 332, relating to 1985 through 1991, respectively. Effective
February 20, 1990, M. Damron, his wife, and M. and Ms. Oaen
signed a Capital Accunulation Verification (Verification)
forgiving any debts petitioner owed them

During 1992 through 1995, petitioner’s accountant fornul ated
M. Danron’s bonus as 10 percent of whol esale sales or, if |ess,
50 percent of any excess of petitioner’s incone (i.e., after
wages) over $500, 000, or 25 percent of any such excess over
$250,000. Petitioner’s paynents to M. Danron and gross profits

were as foll ows:
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Paynent for Tot al Petitioner’s
Year Sal ary Bonus Past Services Conpensation Goss Profits
1993 $480, 000 $387,073 $482, 927 $1, 350, 000 $3, 779, 338
1994 961, 500 520, 648 354, 966 1,837,114 4,693, 741
1995 1, 000, 000 496, 386 406, 160 1, 902, 546 5, 080, 865

During the years in issue, M. Danron was not a participant in
any pension, profit-sharing, or executive conpensation plan.

In 1998, pursuant to his sale of petitioner’s stock to LKQ
M . Danron becane vice president (Southeast Region) of LKQ In
addi tion, he remained president of petitioner. M. Danron earned
about $500, 000 per year, which included base conpensation of
$250, 000 per year and additional conpensation dependent on
revenue generated in the region. He also received incentive
conpensati on based upon “corporate and regional financial and
operating objectives”. The Sout heast Regi on generated about
$90, 000, 000 annually. As an LKQ enpl oyee, M. Danron was
entitled to 30 days of vacation every year.

V. Oher Corporations

During the years in issue, M. Danron was the sole
shar ehol der of the foll ow ng nine corporations: Danron
Managenent Corporation; Danron Used Auto Parts Stores, Inc.;
Yuppi e Euro, Inc.; Danron Service, Inc.; Danron Land Hol di ngs,
I nc.; Danron Trucking, Inc.; Danron Parts Repl acenent Corp.
Danron Used Auto Parts of Gainesville, Inc.; and Danron Auto
Parts of Georgia, Inc. He rendered 10 percent of his services to

t hese corporations but did not receive salary fromthem



V. Returns

On July 15, 1994, and July 17, 1995, petitioner’s respective
1993 and 1994 returns were due (i.e., after extensions). On
Novenber 18, 1994, and August 2, 1995, respondent received the
respective 1993 and 1994 returns. Respondent determ ned that M.

Danron’s conpensation shoul d be adjusted as foll ows:

Year Amount Al | owed Adj ust ment

1993 $468, 946 $881, 054

1994 492, 373 1, 344, 741

1995 517, 004 1, 385, 532
OPI NI ON

Conmpensati on

Section 162(a) allows a deduction for salary expense if the
anount is reasonable and the expense relates to conpensation for

services actually rendered. Elliotts, Inc. v. Conm ssioner, 716

F.2d 1241, 1243 (9th Cr. 1983), revg. T.C. Menop. 1980-282. An
expense “may be deducti bl e as reasonabl e conpensation for current

and past services rendered.” R _J. N coll Co. v. Conm ssioner,

59 T.C. 37, 50 (1972).

W note at the outset that 10 percent of the conpensation
paid, during the years in issue, to M. Danron, was directly
attributable to services perfornmed for the nine other
corporations he controlled. These anounts shoul d have been paid

by such corporations and, accordingly, are not deductible by



- 7 -
petitioner. Thus, we nust determ ne whether petitioner is
entitled to deduct 90 percent of the conpensation paid.

Cting petitioner’s paynent of only one dividend over 16
years, respondent contends that the disallowed paynents were not
reasonabl e conpensation. D vidend history, however, is only one
of many factors in determ ning reasonabl eness of conpensati on.

See Estate of Wallace v. Comm ssioner, 95 T.C 525, 553 (1990),

affd. 965 F.2d 1038 (11th Cr. 1992). During the years in issue,
M. Danron performed several functions for petitioner in nunerous
roles (i.e., purchasing, selling, supervising, etc.). He worked
i ncessantly and exerci sed sound business judgnment which had a
direct and significant inpact on petitioner’s profitability. M.
Danron transfornmed petitioner’s business froma basic sal vage
yard to a nodern state-of-the-art showoom Petitioner’s
facility, according to respondent’s expert, “is reported to be
the largest of its kind.” |In addition, our analysis of the
return on equity in petitioner reveals that petitioner had a high
rate of return despite its failure to pay dividends. See

Elliotts, Inc. v. Conm ssioner, supra at 1244 (rejecting the

automatic dividend rule). Accordingly, M. Danron’s
qualifications; the nature, extent, and scope of his
responsibilities; and the size and conplexities of petitioner’s
business all lead us to conclude that his conpensation was

reasonable. See Estate of Wallace v. Commi SSsi oner, supra.




- 8 -

Fromits incorporation until its purchase by LKQ petitioner
consistently and rapidly increased in fair market value (FW).
Under the gui dance and managenent of M. Danron, a corporation
val ued at $200,000 in 1984 grew to $12, 500,000 in 1998.
Respondent’s expert opined that FW increased from $3, 755,510 in
1993 to $6,267,846 in 1995.! Moreover, respondent’s expert found
t hat the maxi mnum conpensation (i.e., including bonus) should be
$786, 000, $1, 145,000, and $1, 144,000, relating to the respective
years in issue (i.e., 68, 133, and 121 percent nore than
respondent all owed, respectively).

I n essence, M. Danron rendered extensive and intensive
services to petitioner that, according to petitioner’s expert,
resulted in a conpound rate of return, from 1984 to 1998, of nore
than 39 percent per year. Respondent’s expert believed that
investors in a firmlike petitioner woul d expect a 14. 3- percent

return on their investnent. W conclude that an independent

1'n an addendum submitted at trial, respondent’s expert
expl ai ned that when he prepared his original report he did not
know petitioner had been sold in 1998 for $12,500,000. The
expert stated: “Gven the subsequent price paid for DAP [i.e.
petitioner], our original returns analysis underestimated the
val ue of DAP and, thus, overestimated the conpensati on avail abl e
to M. Danmron between 1993 and 1995.” Consequently, the expert
presented an alternative analysis indicating that FW increased
from $7,357,619 in 1993 to $9,667,382 in 1995. The expert added,
however, that “The anal ysis based on the subsequent sale of DAP
does not alter the conclusions in our original report”.
Therefore, we do not accord great weight to the expert’s
alternative analysis and accept his original conclusion that FW
i ncreased 67, rather than 31, percent from 1993 to 1995.
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i nvestor woul d have been quite satisfied with petitioner’s
consi stent growth, solid nanagenent, and other indications that
gai ns woul d conti nue.

Respondent contends that petitioner’s accountant perforned
yearend planning “to severely limt petitioner’s taxable incone”.
The bonus cal cul ations were perfornmed at yearend because it was
then that petitioner’s accountant had all the information
required to determ ne the appropriate anount of the paynents.
Qur focus is on the reasonabl eness of the anpbunts, not the
paynent dates, of the conmpensation. The timng of the paynents
does not lead us to conclude that M. Danron’s conpensati on was

unreasonably high. See Owensby & Kritikos, Inc. v. Conm ssioner,

819 F.2d 1315, 1323, 1329 (5th Cr. 1987) (stating that “No
single factor is decisive of the question * * * [although] such
substanti al bonuses decl ared at year-end when the earnings of a
busi ness are known usually indicate the existence of disguised
dividends”), affg. T.C. Meno. 1985-267.

Respondent al so contends that the anmounts he allowed are “in
line with” M. Danron’s conpensation as an LKQ enployee. All the
evi dence presented at trial, however, established that M.
Danron’s responsibilities to LKQ were fewer, |ess stressful, and
| ess tinme-consum ng than his previous work for petitioner. In
short, LKQ paid M. Danron |l ess than petitioner paid because at

LKQ he del egated nore of his responsibilities.



- 10 -

Respondent contends that petitioner did not pay M. Danron
to make up for past underconpensati on because he had signed the
Verification. W conclude that the Verification is irrelevant
and that it did not preclude petitioner from paying for past

services. See Lucas v. Ox Fibre Brush Co., 281 U S. 115, 119

(1930) (stating that “conpensation for past services, it being
admtted that it was reasonable in anount in view of the |arge
benefits which the corporation had received as the fruits of
t hese services, the corporation had a right to pay, if it saw
fit”). Even if portions were not attributable to past services,
our concl usi on woul d not change.

Accordingly, we hold that M. Danron’s salary during the
years in issue was reasonabl e.

I[1. Additions to Tax

Section 6651(a)(1l) inposes an addition to tax for failure to
file arequired return on the date prescribed, unless it is shown
that such failure is due to reasonable cause and not wllfu
neglect. Petitioner’s 1993 and 1994 returns were due on July 15,
1994, and July 17, 1995, but not filed before Novenber 18, 1994,
and August 2, 1995, respectively. Petitioner presented no
evidence relating to this issue and did not address it on brief.
It has not been shown that such failure is due to reasonable
cause and not willful neglect. Accordingly, petitioner is liable

for the section 6651(a)(1l) additions to tax.
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Contenti ons we have not addressed are nobot, irrel evant, or
meritl ess.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




